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O P I N I O Nc..W-----
This appeal is made pursuant to Section 35 of the Bank and

Corporation Franchise Tax Act (Chapter 13, istatutes of 1929, ati
acierded) from the action o: f’ the Franchise Tax Commissioner in
overruling the protest of’ the Yhittier  Building and ILoan Associa-
tion to a proposed assessment of additional tax in the amount Of’
ff790.85 f'sr the taxable year endei December 31; 19&C, 2nd in
reassessinnQ the tax in the amount of $880.50 for that year.
Certain adjustments reflected in the assessment are not contested
by tha Association and the tax has bean paid On the portion of the
assess;nerLt .3ttributabie  thereto.

In June, 1939, the Appellant foreclosed its mortgage o n
certain real estate, known to it :I,S Property No. 285, dnd bid the
property in at the f'creciosure  sole for the amount of the secured
obiigdtion. On August 25, 1939, J~jly?3llEiI:t  sold the property for
less that the amount of the mortgzgi: intiebt:ddness  and ciairns t0
hdve sustained a capital loss from this transti.ction,

In his f’inai action, the Co,mmissioner  rdg;rrdzd  the difference
between ths salzs price of the property and the ?smount for vihich it
wz.s bid in as a bad debt. Inasmuch, ho.wevar as the lippellsnt had
claimed and been allowed a deduct!.on for ,t?in gddition to a reserve
for bad debts for the ye:ir, he rafus3d to allosv a deduction for
the:: bid debt on the basis that, having elected to use the reserve
method, tha Appellant was not also entitled to deduct the sy6cif'ic
debt.

Appellant argues (1) that the loss was a capYta1 loss ailow-
able independently of the deduction for an addition to a bad debt
reserve, and (2), even assuming ths loss to be a bad debt, it shoul
be allowed in full and not limited to the amount allowed as an
addition to the bad debt reserve.

We are of thd opinion that the A,ppellant sustained a loss
upon the sale of the property on ALlgUSt 25, 1939, in an amount

a equal to the dirferencc betwaen the amount bid at the foreolosurc
sale, plus certain ca,pital adjustments thereto, and thu sailing
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price of the property. This loss, of course, is deductible in
addition to the addition to the reserve for bad debts.

Section 19,33(k)-3 of the United states Treasury Department
Regulations 103, relating to a f'edcral statutory provision similar
to that of the Caiifornia Act, contemplates precisely the situation
which confronts us. After stating that a bad debt deduction &may
be allowed where thz mortgaged property is lawfully sold '*for less
than the amount of the debt", the Regulation continuas:

“. , . In addition, if the creditor buys in the mortgaged
or piedged property, loss or gain is realized measured
by the difference between the amount of those: obligations
or' the debtor which ar2 applied to th* purchase or bid
price of the property (to the extent thtit such obiiga-
tions constitute capitbl or represent Fsn item ths incorn
from which has b,2en returned by .him) and thz fair market
value of thd property. The fair market value of the
pro,perty shall be presumed to be the amount bid in by
the; taxpayer in the absu
proof to the contrary.

-nce of clear and convincing
If the creditor subsequently

sells tha property so acquired, th,: basis for determining
gain or loss is thu fair market value of the: property at
the date of acquisition.?'

The Commissi,:,ner  of Internal F:evenue illustrated the appli-
cation OF this Section of the Regulations in I.T. 3159, i938--1
C3 188, the fcllowing exampie, bsi:lg sB2t forth:

Mortgage indebtedness . . . . . , , . . . F . $10,000
Purchase or bid price of cr,:ditor  . . . . F . 10,000
Amount of bad debt dGd.uctlon -3Ol3~e-

Obligation of debtor sg@i>d to bid price . , $10,000
Fair -market value of property . . . , f . . . 5,GOO
Capital loss . . , . . . . . . . . . . . . $_5~‘0 0

Under this rceulation no gain or loss w&s sustained upon
the ?oroclosurG sale for, sincti ncithtir ,p3rty has offtired "clear
;ind convincing proof to thl:: contrLr:ry,it we must assulna that the
frir market valuG of the property was "the amount bid in by th*
t&xpdyer." Undar the last santancs above quoted of the Regulation,
however, a loss was sustained by thd Appellant unon the subsequent
sal& of thti property, the basis for dutermining that loss being
such fair m&rket vallue at the date of acquisition by forGclosurti.

'The validity or the R73@u1ation  has bdop: sustained in Xichois
v. Commissioner of Inttirnal RtivenuS, 141 j??2d. 2d 870, the Circuit
Court of A~~naals~tating a5 -6:

"The Regulation is based upon theory that the mortgsgde
exchanged the obligations of tho debtor and receives the
fair market value of the nroparty . . . Under the Regula-
tion the mortgtiget? rsceivz;-s,  on axchsnge, nothing mora
tigan the fair mtilrket vtluo of the property foreclosed."



We conclude, therefore, that the Appellant sustained a loss
during tho income year 1939 in an amount equal to the difference
b e t w e e n  t h e  basis of th<2 prop;irty, i.e., the fair market value of
the property Eit its data of :Acquiaition  (which is prt-;sumad to be
the amount for which it was bid in ;It the foreclosure sllle) plus
certa.in capital adjustments, end thz price for which the property
wds subsequently sold, Nichols v. Commissioner of Internal Rsvenu.;.
s upra ; 7Xadle.y Falls Trust 7C’o. v. United States, 110 Fed, ?d r--’
HeiVerihG ‘ii. New’ PresidentTorpor*- ‘-6d. 2d 92,.

Pursuant to tht: views axprasstid  in the opinion of the Board
on file in this proceeding, ,a&, g o o d  c::use a.p::learing th,>rsfor,

I T  IS HXEEBY  OHDSRZI), .&JUdG$n i;:ND DF;CR~XED,  nursu:Xnt  t o
Chaptar 13, Statutes or
Chas. J. XcCoigan,

1929, as amtinddd,  th<it t.ha action of
Frdnchis 3 Tax Commissionar, in overruling the

protest of Whittier Building and Loan Association to a proposed
assessment of additio.nal  tax in the a+m.ount of $790,85 for t h e
taxable year ended Decerr,ber 31, i940, and in reassessing the tax
in the amount of $88~.50 for that year,
modified; the said CO;nmiSsio;ler

be and the same is hereby
said tax throu

j.s hereby directed to redetermine
gn a recomputation of t.he net incoLme of said P’hittier

Building and Loan Association on the basis of the allowance of a
deduction from the gross income of’ said Association for the year
1939 OF a. 103s pursuant to Section 8 of the 3ank and Corporation
Franchise Tax Act ip an amount aqua1 to the difference between
the amount for which the _pro;?erty
bid in at the f or;sclosurc s;;le

known as Property X0, 285 v1;as
plus appropriate  cagitai ad just-

ments and the price for vbhich thd property was subsequentl;;  sold;
in all other respects the acticn of tno ssi4 Commissioner  1s hereby
sustained; provided, however, that cradit, shall be allobed by the
Commissioner for such a.mounts as have been paid by said Whittier
Building and Loan Association in partial satisfaction of said
proposed assessment of a.dditional tax,

Done at Oakland, California, this 7th day of Jwuary,
1948, by the State aoiird of Equalization.

Vrn? G, 3orielli, Chair&man
J. H, Quinn, flember
Jzrrold L... Seawcii,  Zenber
Geore.2 2.. 3silly, T.fembsr


